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1. In 1992, Congress passed the Cable Television Consumer Protection and
Competition Actl

("1992 Cable Act") in large part to ensure that where competition for cable
servi~s is absent, cable rates will be regulated to protect the mterests of consumers.2 Since
the passage of the 1992 Cable Act, the Commission has adopted and implemented
comprehensive rules governing cable rates.3 In February 1994, we adopted a further notice of
proposed rulemaking to detennine whether we should amend our rules to provide additional
incentives for adding new programming services." In this Report and Order we modify our
rules in order to provide cable operators with additional incentives to expand their facilities
and services in a way that both ensures that cable rates are reasonable and expands the
opportunities for cable programmers to reach viewers.2* These incentives will: (1) allow cable
operators to offer new product tiers (''NPTs'') to be priced as operators elect, provided certain
limited conditions are met; (2) pennit cable operatorS to add new channels at reasonable
prices to eXisting cable programming services tiers ("CPSTs"k·* and (3) create an additional
option pursuant to which small cable operators may add channels to CPS1:i.~ In addition, we
determine that a la carte packages are CPSTs and therefore subject to rate'rtgulation. We
also confIrm that cable operators do not have to obtain the affirmative consent of subscribers is;
before making rate adjustments so long as the changes are permitted tmder our rules and the
fundamental nature of the affected tier is unaltered. Finally, we decide not to adopt our
proposal modifying restrictions on transactions between table operators and· their affiliates;
instead, we retain our existing cable affiliate transaction rule.

1* Substantive notes are indicated by a number with an asterisk and are placed at the
bottom of the page. Notes containing only citations are indicated by separately sequenced
numbers and are placed as endnotes. j ~

2* In this order, we)inodify our rules in light of comments filed in response to our Fifth
Notice ofProposed Rulemaking in this docket Second Order on Reconsideration, Fourth
Report and Order, and Fifth Notice ofProposed Rulemaldng ("Second Recon.. Order" or
"Fourth Report" or "Fifth Notice") MM Docket 92-266, FCC 94-28, 59 FR 1743 (1994). We
also reconsider, in response to the petitions for reconsideration and on our own motion,
certain decisions made in the Fourth Report and Order in this docket. The Commission
retains jurisdiction to modify on its own motion an order from which reconsideration is
sought. See 47 U.S.C. § 405; 47 C.F.R. § 1.108; see also Central Florida Enterprises v. FCC,
598 F. 2d 37, 48 n.51 (D.C. Cir. 1978).

3* In this Report and Order, unless indicated otherwise, we use "CPSTs" to mean cable
programming service tiers that are rate regulated under Section 76.922 of our rules. Although
new product tiers are CPSTs within the meaning of the Communications Act of 1934, as'

amended by the 1992 Cable Act (the "Communications Act") § 623(1)(2), 47 U.S.C. §
543(1)(2), in this Report and Order, they are separa~ly referred to as new product tiers or
NPTs.
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III

D. Exeelltive SII•••ry

2. The 1m Cable Act seeks to address problems that arise from the market
power cable operators have over the distribution of video programming in virtually all
geographic markets.4* That market power may allow the operator to limit access for
propammers and to pay less than competitive prices for programming. The cable operator's
market power also may allow the operator to restrict the supply of proaramming to consumers
and to cblqe maher tUn competitive prices for programming.' Thus, the Commission is
concerned with the possible exercile of market power by operators in two markets: (1) the
purchase of programmina from programmers and (2) the sale of services to subscribers.

3. Under the 1992 Cable Act, we must reconcile and accomplish the goals of
ensuring that cable rates are JaDUlble, while expIIlding opportunities for cable programmers
to reach viewers.6 TheIe goals must be pursued with regard to current unused channel
capacity and with rega'd to cap8City that may be added by operators in the future. We are
convinced that our current rules, which permit operators to increase rates to reflect costs
associated with acIdina cb8aneIs and t() obtain a 7.5% mark-up on new programming costs, by
themselves do not create a lUfficient incentive for most operators to provide subscribers with
additional channels from either unused or new cap8City. The Commission recognizes that
under current industry practices, new programming typically must be offered in packages or
bundles if it is to obtain sufficiently high subscription rates to be commercially successful.
Therefore, this new PiOII_nmina must be added to a cable operator's basic service tier
("BST"), to a CPST or offered in a new package. However, in developing additional
incentives for adding channels to a cable operator's offerings, we are mindful that consumers
are entitled to reasonable prices for basic and cable programming services, set pursuant to the
1992 Cable Act.

4. New Product Tiers. To accommodate the introduction of new packages of
channels, we will permit cable operators to offer a new type of CPST called an NPT.
Operators are permitted to price these NPTs as they elect. The Commission has determined
that NPTs and CUlTeJlt CPSTs will compete with each other, ensuring that the price for NPTs
will not be unreasonable. As explained more fully in this Report and Order, the conditions

4* See 1992 Cable Act § 2(a)(2). In 1990, there w~e fewer than 50 cases in which a
second cable operator (an "overbuilder") entered a local market in direct competition with the
incumbent cable operator over a significant portion of the incumbent's territory. Annual
Assessment of the Status ofCompetition in the Market for Delivery of Video Programming,
First Report ("Competition Report", CS Docket No. 94-48, FCC 94-235 (adopted Sept. 19,
1994, released Sept. 28, 1994) at para. 55. The Commission is aware of relatively few
overbuilds or overbuild proposals since that time. [d. at para. 60. Moreover, providers of
video programming using technologies other than cable, such as satellite providers, generally
have not yet reached mat'ket penetration levels necessary to constitute "effective competition"
with cable operators as defmed under the Act. Id at para. 201.
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for offering NPTs are: (1) cable operators must continue to offer their current BSTs and
CPSTs at prices set by regulations we established previously; (2) cable operators may not
weaken the status of current tiers as reasonably priced competitive alternatives to NPTs by
removing cbaDnels from existing tiers and offering them on NPTs; (3) cable operators must
continue to offer BSTs and current CPS!s in such a manner that subscribers should
~nably be aware that they may choose whetber or not to subscribe totbe NPT; and (4) a
subscriber may not be chlrsed for an NPT UDIess the cable operator has okiinedthe
subscriber's affirmative consent. In additi&n, operators generally may not· require consumers
to subscribe to a CPST as a condition for sublcribiDa to an NPT. Further, operators may not
require subscription to an NPT as a condition for subscribing to a CPST.

S. Under these rules, operators may offer the same cblDnel simultaneously on
both a CPST and an NPT. This option gives the operator greater flexibility to market NPTs
so that they are more attrIctive to subscribers. Furthermore, opeIltors may place new
programming services'· on existing CPSTs and; at any time, move them to an NPT. In
addition, operators may add a channel to an NPT that wai previously on a BST.or CPST, if
the channel was dropped from the BST or CPST before September 30, 1994. For cbaDnels
that were offered on a BST or CPST on September 30, 1994, operators may'not drop 8DY of
those channels and move them to an NPT unless they Wait a minimum of two years from the
time the channel was dropped.

6. In short, our rules govemingNPTs ensure that subscribers.may choose to. '
obtain additional programming at reasonable rates. In addition, our rules are clear and simple.
Cable operators are not required to complete any forms or obtain any regulatory approval to
offer NPTs, and they may set the price for the tier at the level they elect.

7. A La Carte Male Offering. Under the 1992 Cable Act, video programming
offered on a per channel or'per progtam (a la carte) basis is not subject to rate regulation..
The Commission has determined that some cable operators have evaded rate regulation ~y

purporting to offer channels a la carte, when in fact the individual offerings were not a
realistic service offering. This determination has lead the Commission to conclude, contrary
to prior decisions, that a la carte packages are CPSTs within the meaning of Section 3(1)(2) of .
the 1992 Cable Act. As such, the packages are subject to rate regulations. Operatots are ~,
however, to create packages of a la carte channels under our new rules governing NPTs. Ala
carte packages available on April 1, 1993 remain grandfathered.

8. Rate Actiustm.ents for Clumpels Added to BSTs and CrSIs. The Commission's
existing rate regulation rules permit operators to increase rates by a per channel amount when ,
channels are added to BSTs and CrSTs, with the per channel amount decreasing as the
number of channels on a system increases. These rules also permit operators to pass through .

,. For purposes of this Report and Order, a ~le operator's "new programming services"
are programming services that were not offered on its cable system prior to October 1, 1994.
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to subscribers the 00$tS of obtaUUna propllDmiDg plus a 7.5% mark-up on new programming
costs. The comments we have received in reepoDSe to the Fifth Notice provide evidence that
these exiltiDg rules may DOt pl()Vide sufficient iDceatives for systems with more than 12
current cbaanels to Idd new __Is (especially new cIwR.... widllow IiceDJC fees) to
CPSTs. Because appropriate iDcentives for .... new cIwMt .-vel dae statutory goal of
"promot[iDg] 1be availability to tM public of a divftty of views and iBformation,"7 we
cOnclude tbBt the rate replatioDs ouPt to be supplemeated to incorporate a flat fee mark-up
for adding new cbmmels to a CPST. The·revised repIations may be used· to adjust rates after
December 31, 1994, fOf channel additions OCC\Uring after May 14, 1994.

9. OperatorselectiD& to UIC the new rules will be allowed to take a per channel
mark-up of up to 20 cents fOf each chlnnel added to CPSTs. This 20 cents per channel
adjustment represents~ Commission's best estimate of the average amount by which
operators in a competitive environment would adjust rates for the addition of a new channel,
exclusive of programmitIg costs. Operators may make rate adjustments under this rule at any
time during the three-year period beginning on January 1, 1995. They may not make per
channel adjustments to monthly~ totalling more than S1.20 per subscriber over the first
two years of the ~·year period for new channels added on CPSTs or by more than $1.40
over the full ~-year period (the "Operator's Cap"). Operators may make the 20 cents per
channel adjustment in the third year oll1y for channels added in that year. Operators electing
to use the per channel-'i~t in the new rules may not take the 7.5% mark-up on
programming cost increases for channels added after May 14, 1994.

10. The Operator's Cap is based on our ob~atioDS of cable industry behavior
prior to the 1992 Cable Act, adjusted for the lack Qf effective competition prevalent in the
industry, so as to replicate a competitive market. The Co_ssion believes the Operator's
Cap will provide an adequate u.centive to operators to add new services to CPSTs, while
protecting $llbscribq: interests by keeping overall regulated rates reasonable.

11. Operators may use any portion of the Operator's Cap to recover license fees
associ~ with acktina DeW channels to CPSTs. In addition, operators may recover an
addltional amount of not more ·than 30 ~ts per subscriber per month for license fees
associated with adding new channels (the "License Fee Reserve") during the first and second
years the Operator's Cap is in effec(t. The License Fee Reserve is necessary because, without
one, operators might have incentives to add no-cost or low..cost channels to CPSTs. We
believe Ol,l1' ra~ ~atioD$ should not distort market incentives for cable operators to add
cbanne~ that sullscribers are most likely to desire, whether high-cost or low-cost, and the
License Fee Reserve seeks to accomplish this goal. In the third year, license fees will not be
subject to special rules, but will be subject to our general rate rules.

12. Small System Relief. Our revised rules allow independent small systems and
small systems owned by small multiple system operators to pass through to subscribers the
costs of new headend equipment for adding not more than ~en new channels to CPSTs over
the next three years. The amount the qualifying smail system may recover is limited to the
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actual cost of the headend equipment necessary to add a channelt not to exceed $5 t OOO per
channel, plus the channel's licensing fee, if any. The cost of headend equipment must be
amortized over the useful life of the equipment and operators will be allowed an 11.25%
return on the undepreciated investment. Alternatively, small systems may use the current or
revised channel addition rules that are available to all operators.

13. Negative Option Billina. We affirm that an operator's dIeiti8Il to add, delete
or replace chaimels on any tier is outside the negative option billiDa prohibition of the 1992
Cable Act -- sotbat the cable operator does not have to obtain ach subscriber's affirmative
consent before making a change -- if the channel changes do not alter the fundamental nature
of the tier. Specificallyt we determine that the affirmative consent requirements of the 1992
Cable Act' do not apply: (1) when a cable operator raises its rates as a result of passing
through external costs or inflation adjustments under the Commission's rules or (2) when a
cable operator changes its rates as a result of the addition, deletion or substitution of channels
pursuant to the Commission's "going forward" regulations, unless there has been a change in
the fundamental nature of a tier. We determine that the addition of a relatively few channels
to a tier as is permitted by our revised channel addition rules will not, except in the case of an
unusually small tiert change the fundamental nature of. tier, and accordingly does not require
affirmative consent. We also determine that state or local consumer protection laws that
conflict with or undennine the rate regulation rules established pursuant to Section 3 of the
1992 Cable Act may not be enforced.

14. Aftlliate IP"'Sions. We decline to adopt a proposal to limit the application
of a prevailing company price as a measure of a reasonable price for an affiliatetransaetion.
The proposal would have allowed the use of prevailing company prices only for affiliate
transactions in which the affiliate sells at least 75% of its output to nonaffiliates.9 The record
demonstrates that many programming services that have achieved widespread distribution
among cable operators would be unable to establish a prevailing company price under the
proposed rule because of their affiliations with multiple system operators. We believe it
would not be in the public interest to bar such programmers from using their prevailing price
because there is no basis in this record to conclude that cable operators are paying excessive
amounts for assets or services from those unregulated affiliates. We will, therefore, retain
our existing rule, which provides that an operator may value an asset or service at the
prevailing company price if the affiliated provider has provided the same kind of asset or
service to a substantial number of third parties.

15. 7.5% Markqp on Increases in Licepse Fees. We have decided not to allow
operators using the per channel adjustment of up to 20 cents under our new rules to take the
7.5% mark-up on programming costs or cost increases for such channels. We also solicit
comment on (1) whether operators electing to use the per channel adjustment under our new
rules should be allowed to take the 7.5% mark-up on programming cost increases for channels
added before May 15, 1994, and (2) whether operators electing to use the current going
forward rules should be permitted to pass-through the 7.5% mark-up on new programming
cost increases after the initial mark-up of programming costs of new channels.

7



m. New PndKt Tien

A. Backaround

16. In developing our cable rate regulations, we are guided by the policy goals set
forth by Congress in enacting the 1992 Cable Act. IO These goals are: .

(1) promote the availability to the public of a diversity of views and
information through cable television and other video distribution media;

(2) rely on the marketplace, to the maximum extent feasible, to achieve that
availability;

(3) ensure that cable operators, where economically justified, continue to
ex.pad their capacity and the programs offered over their systems;

(4) .where cable television systems are not subject to effective competition,
ensure that consumer interests are protected in the receipt of cable
.-vice; and

(5) euure that cable television operators do not have undue market power
vis-a-vis video proll'llJ1lners and consumers. II

17. The 1992 Cable Act requires us to ensure that CPST rates are not unreasonable
upon the receipt of a specific complaint.12 The Act requires the Commission to establish
criteria for determiniDa whether a rate is uureuonable after considerina a number of factors,
such IS the rates of similar systems, the rates cbaraed by cable operators that face
competition, IDd the operator's colts IDd revenues. 13 The 1992 Cable Act also permits the
Commission to consider other relevant factors for determining what constitutes unreasonable
rates for CPST!.14

. 18. In the Report and Order and Further Notice ofProposed Rulemaktng in MM
Docket No. 92-266 ('tRate Order"), we determined that, to comply with the statute, our
standards for identifyiDa umeuoDable CPST rates must reflect a reasonable balancing of the
statutory factors. I' In CODIidering the factors, we decided to give primary weight to the rates
of systems subject to effective competition.16 AccordinalY, the benchmark formula we
developed for the purpose of establishing initial rates for regulated cable services was b8Sed
on a comparison of rates for cable systems in competitive markets with a random sample of
systems that did not face effective competition.17 Using econometric techniques, we
established a "competitive differential" by estimating the difference between competitive and
noncompetitive rates. We also designed the benchmark formula to comply with the other
statutory factors for determinina whether CPST rates are UDre8SOnable. II In addition, the
statutory factors were given consideration in the cost-of-service approach which we
established IS an alternative to the benchmark approach.19

19. We also decided that a "tier neutral" approach was preferable to establishing
different rate regulation schemes, for BSTs and CPSTs.20 We adopted the same benchmark
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approach for purposes of resolving complaints reprding CPST rates as for determining
whether basic rates are re88OD8ble, and we applied the benchmark in the same manner to
determine the initial permitted per channel rate for a CPST.21 For the purpose of adjudicating
an initial complaint, we determined that a per channel rate for a CPST at or below the
benchmark at the time the complaint is filed is reasonable and will be a permitted nue.22 For
a system with rates at the time of regulation that are above the benchmark, the permitted rate
level for the system is 1he system's September 30, 1992 per channel rate, reduced by a
competitive differential of 1""', mitipted by amwal inflation increues.23 Under our
transition rules, the requimnent that rates be set in accordance with this general rule does not
apply immediately to (1) small operators, (2) systems whose March 31, 1994 rates are below
the benchmark, or (3) systems whose March 31, 1994 rates are above the benchmark but
whose permitted rates are at or below the benchmark.24

20. We have also sought to adopt rules that promote "a diversity of views and
information" and ensme that "cable operators continue to expand ... programs offered over
their systems.,,25 Under these rules, cable operators may increase rates for BSTs and CPSTs
to reflect inflation, increases in external costs, and the addition of new channels.26 The
current formula for channel additions permits operators. to collect a sliding per channel
adjustment for adding new programming channels to CPSTr' and to recover all programming
expenses associated with adding channels, plus a 7.5% mark-up on new programming
expenses.2I

B. Comments

21. A Dumber of programmers have expressed the view that the cable industry's
ability to create new programming networks that can benefit consumers depends on operators'
being able to offer these new services in packages of programming.29 They assert that if new
services must be offered on a stand-alone basis, the costs of marketing will increase the retail
costs to consumers.30 These programmers urge the Commission to provide increased
incentives to cable operators to offer such packages of new programming services.31 Other
commenters suggested that a marketplace system is preferable to regulation 'in certain
programming and tiering decisions.32 In addition, as reflected in the record, many ex parte
comments supported the adoption of rules allowing operators to establish tierS ofnew services
priced at market rates.33

c. Discussion

22. We are concerned, based on the comments filed by operators and programmers,
that our current rules may not provide sufficient incentives for operators to~d capacity
and provide new services to consumers. Accordingly, we are establishing a new category of
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CPSTs -- an NIT- -- that will pmvide additional incentives for operators to provide new
services to coauners becauIe opeI'ItOrS will be permitted to price these ti.. u they choose.
Our new roles also will belp~ by encouraaina operators to add new attractive
programming to NPTs in order to induce customers to subscribe to the NPTs.'"

23. C....i*km k·NPIa. NPTs 1ft, by definition, "cable proaramming services"
under the 1992 Cable Act, because NPTs are composed of video programming provided over
cable systems that are not carried on the BST and are offered in a package rather than
exclusively on a per channel or per.progrIIIl basis.34 We therefore have a duty under the
1992 Cable Act to ensure that NPTs are not unreasonably priced.·-

24. We find that, so long as the conditions set forth below are met, the rates for
NPTs will not be WU'e8SOD8bIe. The conditioDS set forth below will ensure that subscribers
may choose to sublcribe to BSTs, NPTs, or CPSTs or combinations of those tiers and, that as
a result, NPTs will face competition from BSTs and CPSTs. We believe this for four
reasons. First, all cable IUblcribera will continue to be able to purchase services on BSTs and
CPSTs at reasonable rates set at either the benchmark or cost-of-service levels, with future
rate increases limited by our rules. Secood, the services provided on BSTs and CPSTs will be
comparable to the services provided on NPTs, in that both types of tiers will provide
programming packages that contain multiple channels of video programming services. Third,
as explained below, operators offering NPTs will be required to preserve the fundamental
nature of their BSTs and CPSTs as of September 30, 1994, so that cable operators that charge
unreasonable rates for NPTs should attract few subscribers for their new offering. Fourth,
because NPTs are likely to be composed primarily of channels not offered by the operator on
September 30, 1994, operators will not have an established audience for NPTs when they are
fJrSt introduced. Thus, market forces will ensure that operators will charge rates for NPTs
that are low enough to attract new viewers.

. 25. fgyI,itiogs for 00..NPTs. The principal reason for our belief that the
rates charged for NPTs will not be unreasonable is that consumers retain the option to
subscribe to BSTs and/or CPSTs regulated under the benchmark formula or pursuant to cost
of-service standards and. therefore will not choose an NPT if the price is unreasonable. To
ensure that BSTs and CPSTs continue to provide subscribers with a meaningful choice, our

6- For purposes of the FCC Forms 1200 and 1210, channels that are on an operator's
NPT will not be considered regulated channels.

7- Accordingly, we believe that this approach also will achieve the statutory goals of
ensuring that "cable operators continue to expand ... programs offered over their systems"
and promoting "a diversity of views and information" by relying "on the marketplace, to the
maximum extent feasible." 1992 Cable Act §§ 2(b)(l), (2).

s- We find that NPTs must be not unreasonably priced regardless of whether channels on
NPTs are also offered on a per channel basis (i.e., a la carte). See paras. 47,51, infra.
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new rules establish the following conditions for operators offering NPTs.

26. First, operators offering NPTs are prohibited from making fuudJU11fmtal changes
to what they offer on their BSTs and CPSTs on September 30. 1994." This requirement is
necessary to ensure that cable subscribers CODtiDue to receive basically the same cable service
they .now receive at prices we have set punuant to our rate reauJations. This requirement,
however. is not intended to freeze BSTs and CPSTs. Operators remain free to move
channels from the existing tier to a single cbaDDel offering or drop channels entirely. so long
as the aggregation of such changes does not constitute a ftmdamental change of their BSTs or
CPSTs.

27. Second, operators may not drop cblDnels from BSTs and CPSTs and move
them to NPTs (including time-shifted, slightly altered or renamed versions of channels offered
on other tiers), if the channels were offered on their BSTs or CPSTs on September 30, 1994.
This will protect consumers by ensuring that operators e1ectina to provide NPTs do not dilute
the BSTs and CPSTs that are currently available to consumers. This will also help ensure
that BSTs and CPSTs provide a competitive option to NPTs.

28. Third, BSTs and CPSTs must continue to be copUzable services. That is, the
operator must continue to market its BSTs and CPSTs so that customers are reasonably aware
of: (1) the availability of those tiers to the public; (2) the names of the channels available on
those tiers; and (3) the price of the tiers. Within 30 days of the offering of an NPT,
operators shall file with the Commission a copy of the new rate card that contains the
following infonnation on their BSTs, CPSTs, and NPTs: (1) the names of the programming
services contained on each tier, and (2) the price of each tier. Operators also must file with
the Commission copies of notifications that were sent to subscribers regarding the initial
offering of NPTs. After this initial filing, cable operators must file updated rate cards and
copies of customer notifications with the Commistion within 30 days of rate or service
changes affecting the NPT. This information will help the Commission ensure that operators
are complying with our conditions for NPTs. No prior regu1atmy approval, however, is
required to offer an NPT.

29. Furthermore, in accordance with the 1992 Cable Act's prohibition on negative
option billing, an operator may not charge any subscriber for an NPT unless the subscriber
has requested the NPT by name. Thus, a decision to sublcribe to an NPT will be the product
of affirmative consumer choice and reflect a decision to subscribe to the NPT in addition to,
or in place of, other services. Moreover, fundamental changes to an NPT must be approved

9- In our negative option billing regulation, we have provided that cable operators do not
have to obtain the affirmative consent of subscribers before making changes "that do not
result in the fundamental change in the nature of an existing service or tier of service." 47
C.F.R. § 76.981. We borrow from that regulation ill concluding that cable operators offering
NPTs must preserve the "fundamental nature" of their BSTs and CPSTs.
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by subscribers in accordance with the negative option billing rules. Ill-

30. Operators may not require the subscription to any tier, other than a BST, as a
condition for subscribing to an NPT. Further, operators may not require subscription to an
NPT as a condition to subscribing to a CPST. II

- We believe ~t restricting the ability of
operators to link the purchase of NPTs and other CPSTs will maximize subscriber choice and
foster competition between NPTs and CPSTs.

31. Apart from the foreaoing .limited, specific requirements, operators will have
complete flexibility to offer programming services on an NPT. Thus, our NPT rules provide
that operators may offer the saune programming services on NPTs as are on one or more
BSTs and CPSTS.12- This will permit operators to place high value channels on NPTs without
constraining subscriber choice.13-

32. Operators may Idd any cblnnel to an NPT that wu previously on a BST or
CPST if the chalmel wu dropped from the BST or CPST before September 30, 1994. If a
channel wu offered on a IY*m on a BST or CPST on September 30, 1994, hoMVer, the
channel may not be moved to an NPT UDl_ the operator waits at leat two years from the
date the channel is dropped from the BST or CPST. However, operators may offer new
channels (i.e., cbanelJ fInt ofrmred on a system after September 30, 1994) on CPSTs before
moving them to·NPTs, subject to the conditions outlined in this Report and Order. The

Ill- We clarify below that cbanDel cbaDps involvina relatively few channels generally
will not chanp the fuDdamental nature of a tier and thus will not implicate the negative
option billina rule. See perL 110, infra. Thus, the affirmative consent requirement will not
unduly restrict operators' ability to tailor offerings on tiers to meet operator or consumer
needs.

11- These restrictions will not apply to cable operators that, prior to October S, 2002, lack
the capacity to offer BSTs and NPTs without also providing other intermediate tiers of service
(1) by controlling su~ber~ to CPST channels of service through addressable
equipment electronically controlled from a central point or through the installation,
noninstallation, or (2) removal of frequency filters at the premises of subscribers without other
alteration in system configuration or design and without causing degradation in the technical
quality of service provided. See 47 C.F.R § 76.921.

12- Cable operators may not state or imply that any such channel is available only on an
NPT.

13- A channel that occupied a BST or a CPST pIl't-time may be offered full-time on an
NPT, as long as it continues to be offered on the BST or CPST under substantially the same
conditions as it wu offered on September 30, 1994. If a channel occupies a BST or CPST
full-time, however, and is sublequently reduced to part-time on the BST and CPST, that
channel may not be offered ·on an NPT full-time.
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flexibility to move new cbmnels to NPTs will keep the prices for CPSTs from becoming
unreasonable and will create additional capacity for new services on CPSTs. This capacity
should help create opportunities for programmers to establish an audience for their new
channels.I.·

. 33. These roles will be easy to apply. In order to offer an NPT, a cable operator is
not required to complete any forms or obtain the approval of any aaency. Furthermore,
operators will be permitted to price NPTs as they choose and should encounter no regulatory
problems unless they attempt to weaken their existing tiers of service so that BSTs and CPSTs
do not coDipete effectively with NPTs. Although these rules will be clear and easy to apply,
they also will ensure that subscribers will not be charged unreasonable rates. In short, our
rules governing NPTs promote the goals of ensuring that the rates are reasonable and
expanding opportunities for cable programmers to reach viewers.

34. Staptt9tY Autbmity. The 1992 Cable Act directed the Commission to establish
"criteria ... for identifying, in individual cases, rates for cable programming services that are
unreasonable. ,,35 In addition, Congress instructed us, "[i]n establishing the criteria for
determining in individual cases whether rates for cable programming services are
unreasonable," to "consider" six factors.36 Those six factors include: (1) the rates of similar
cable systems; (2) the rates of systems that face effective competition; (3) the history of rates
for a system; (4) the system's rates for the BST and equipment; (5) the system's capital and
operating costs; and (6) the system's advertising revenues. We were not, however, instructed
to consider each factor in the course of evaluating a particular system's rates, but instead were
instructed to consider the factors in the course of establishing criteria by which to determine
whether rates for CPSTs are unreasonable.

35. We considered the six statutory factors in the course of establishing our rate
regulations, and our rate rules accordingly incorporate our analysis of those factors. In brief,
the benchmark approach by which most cable operatots set their rates is based directly on the
first two factors - the rates of similar systems and the rates of systems that face effective
competition. The cost-of-service alternative is based directly on the last three factors -- the
rates, costs, and revenues of a system. In addition, both approaches indirectly reflect our
consideration of each factor, because the various factors are interrelated.

36. Our conclusion that the rates at which cable operators choose to offer NPTs
will not be unreasonable reflects our consideration of the statutory factors that the
Commission must consider in establishing criteria for determining whether a rate for a CPST
is unreasonable. As explained above, we believe that the rates charged for NPTs will be

I.· If after initially electing to offer an NPT, a cable operator decides that offering an
NPT is no longer desirable, the cable operator is free to drop the tier upon proper notice to
subscribers. An operator that drops an NPT may reestablish that tier at a later time by
complying with the conditions outlined above.
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constrained by the rates cluqed for SSTs lIIld CPSTs. Our l'Ite standards for BSTs and
CPSTs were set directly by our _)'lis of the factors the 1992 Cable Act instruets us to
consider. We believe that the rates chmpd for NPTs must be competitive with the rates
charged for CPSTs or consumers will decline to subtcribe to NPTs. Therefore, the rates
charged for NPTs will reflect our lIIIlysis of the statutory factors because cable operators will
have to offer NPTs at prices that are attractive in comparison to services subject to our
be1lchmark or cost-of-service regulations.

37. Our NPT rules depert to a dearee from the "tier neutral" approach we have
applied previously.· Our benchmark and cost-of-service approaches to setting rates have
required cable operators to set rates for SSTs and CPSTs under the same standard -- and thus
are tier neutral -- while our approach to NPTs treats those tiers differently from other CPSTs.
We find that this approach is consistent with our interpretation of the statute. We do not
construe the statute to require tier neutrality, but to permit a tier neutral approach. For the
reasons we have explained above -- primarily the desirability of providing incentives to cable
operators to provide new outlets for programming -- we believe that a departure from tier
neutrality is warranted for NPTs. Allowing cable operators to set the rates for NPTs, rather
than requirina NPT rates to be set UDder the rules set forth in 47 C.F.R § 76.922, is
consistent with our statutory duties because NPTs will compete with tiers offered at rates
regulated pursuant to our benchmm'k or cost of service rules. Accordingly, our treatment of
NPTs will both promote the availability of additional channels to subscribers and ensure
reasonable rates.

IV. A La Carte Package Offerings

A. Background

38. Under the 1992 Cable Act, video programming offered on a per channel or per
program (8 18 carte) basis is not subject to rate regulation.37 In the April 1993 Rote Order,
we held that we would not regulate packages of otherwise exempt per channel or per program
services so long as: (1) the price for the combined package does not exceed the sum.of the
individual charges for each component of service, and (2) the cable operator continues to
provide the component parts of the package to subscribers separately.31 We stated that the
second condition would be met only when the per channel offering provides subscribers with
a realistic service choice.39 We also stated that we would retain jurisdiction to review
packages of a la carte channels to determine whether the attempted offering constituted an
evasion of rate regulation.40

39. Given the limited type of packages of per channel services that were available
at the time we adopted the Rote Order, we believed that market forces would likely ensure
that the rates for these offerings would be reasonable.4l However, following the adoption of
the Rate Order, a number of operators restructured service offerings so that channels that
would have been subject to regulation were removed from a regulated tier and offered on both
an a la carte basis as well as on a. package basis. In our Second Recon. Order, we expressed
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concern that the restructuring in some instances (1) may not be consistent with the purposes
of the 1992 Cable Act, (2) may not comply with our requirement that subscribers must have a
realistic option to purchase channels on an a la carte basis and (3) may constitute prohibited
evasions of rate regulation.42

. 40. In the Second Recon. Order, we concluded that the public interest will be
served by generally permitting nonregulated treatment of collective offerings of a la carte
channels, if the offering enhances consumer choice and does not constitute an evasion of rate
regulation. We concluded that these objectives would be achieved if operators complied with
the standaids set forth in our initial rules.43 However, in order to address our concerns that
some packages established by operators in response to rate regulation were not consistent with
the 1992 Cable Act and our regulationS, and the fact that other offerinp raising similar
concerns could be initiated in the future, the Second Recon. Order provided 1S interpretive
guidelines for determining whether an operator's collective offering of a la carte channels
should be accorded regulated or unregulated treatment We stated that the guidelines would
enable operators to better determine which packages of a la carte channels would be
considered an evasion of rate regulation rather than a realistic service offering, and also would
help local authorities and the Commission to assess expeditiously the appropriate regulatory
status of specific packages of a la carte channels. We stated that in evaluating particular
packages we would consider whether consumers were being offered a greater variety of
programming options and whether the price for those choices was increasing or decreasing
from previous levels.44

41. We also determined that packaaes of a la carte channels offered prior to
April 1, 1993 (the date we adopted the Rate Order) would be accorded unregulated treatment.
This limited "grandfathering" of packages available on April 1, 1993 was intended to avoid
elimination of discounts that were available to CODIWDeI'S and clearly were not offered to
evade rate regulation.45 Finally, our Second Recon. Order stated that we would monitor our
treatment of packages of a la carte channels and that, if it appeared that such offerings were
not adequately fulfilling the purposes of the 1992 Cable Act, we would promptly revisit the
issue.46 Previously, on November 17,1993, the Mass Media Bureau issued"l61etters of
inquiry to various cable operatorS, and on December 13, 1993, it issued another 3S letters of
inquiry, most of which addressed the issue of removal and repeckagiog of channels. On
February 22, 1994, the Cable Services Bureau issued 11 letters of inquiry to cable operators
that, among other things, asked operators to justify a la carte offerings that may be
inconsistent with the Commission's rate regulations.

B. Comments

42. We have received numerous comments with respect to a la carte issues. Most
of the commenters requested greater clarification of the Commission's a la carte rules and
guidelines.47 These comments indicate that our a la carte rules are thought to be very unclear
and that clarification is needed before most operators are willing to market new a la carte
offerings. Cable programmers suggest that the existing uncertainty makes it difficult for new
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services to gain exposure to viewers either on regulated tiers or in a la carte packages.4•

43. One major area of concern of commenters is the ambiguity surrounding the
number of channels that can be moved from regulated tiers to an a la carte tier under our 15
factor test. For example, NeTA requests guidelines on what would constitute "significant"
versus "insignificant" migration of channels from a regulated tier to an a la carte package
under the test set forth in the Second Recon. Order.49 Another issue that generated numerous
comments involved clarification of the extent to which an a la carte pICkage could be
discounted as compared to the agreaate price of its components before we would conclude
that the individual channels in an a la carte package were not "realistically" available to
subscribers.50

44. Commenters allO made suggestions concerning the treatment of a la carte
offerings that are toUDd not to meet Commission guidelines. Viacom suggests that the
Commission adopt guidelines UDder which operators who have initially launched a service on
an a la carte basis may safely move the network back to a regulated tier, so called "reverse
migration.'''1 Discovery Communications favors the adoption of guidelines that allow for the
movement of a la carte cblamels back to regulated tiers without the roquirement of aftirmative
consent under the neptive option billiDa rule and without incurring liability of any kind.~2
These comments are pnmrlled on the theory that cable operators should not be penalized for
failing to satisfy our test for a la· carte packages because it is unclear.

C. Dippjon

45. The evidence we obtained in response to the letters of inquiry issued to cable
operators offering a la carte r-kapa and the comments we have received from cable
operators convince us that we should reccmsider our approach. It Iee!DS clear that some cable
operators have evIded rate replldOll by purportiDa to offer channell a la CIl'te, when in fact
the individual otrermp were not a l'ellilltic service alterDative. On the other hand, we must
acknowledae that there is merit to the industry's claim that neither our original two-part test
nor our interpretative picieliDea provides a clear IIlSwer with respect to the permissibility of
some a la carte pecUps that haVe been offered. Indeed, it is perhaps inevitable that our test
would IlOt be capable of preeille application in many instances because it is not clear how
various factors should be weigheclllld applied.

46. Our lDIlysislelds us to conclude, contrary to our prior decisions, that a la carte
packages are CPSTs within the meanina of Section 3(lX2) of the 1992 Cable Act.
Justice Frankfurter said: "Wildom too often never comes, and so one oupt not to reject it
because it comes late. 1153 In this cue, we think that the conclusion that all pICkage. are "cable
programming services" is supported by the language of the statute, the legislative history, and
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practical considerations as well.1'-

47. Section 3(IX2) defines CPSTs as "any video programming provided over a
cable system, regardless of service tier, including installation or rental of equipment used for
the receipt of such video programming, other than (A) video programming carried on the
basic service tier, and (8) video programming offered on a per channel or per program basis."
A package of channels, whether or not the ch8Dnels also are offered a la carte, plainly is
"video programming provided over a cable system," and hence is a "cable programming
service." The packale is not "video programming offered on a per channel or per program
basis;" the" individual channels are. Accordin&ly, it is apparent from the statutory laDguage
that a la carte pacbps II'e cable programming services, aDd we therefore have a duty under
Section 3(cXl) to establish "criteria ... for identifying, in individual cases, rates for cable
programming services that are unreasonable." We acknowledged 18 much in our oriainal
decision authorizing a la carte packqes when we said that, by authorizing a 1a carte packages,
we were declining to "interpretO the statute in . . . a literal fashion."S4

48. A concluaion thIt rate replation does not apply at all to video proarammina
packages if the chanDels are offered individually would fatally undermine the rate regulation
rules Congress enacted. If a pecble of a 1a carte cbaumels is not 8 CPST, any cable operator
may avoid rate replation simply by announciq the offerinl of channels on an a la carte
basis even if very few subacribers would choole the a 18 carte offerings rather than the
package. For example, Adelphia Cable in Dade County, Florida purported to remove its
entire 32-cbannel cable programming services tier (which had been priced at $13.95) from
rate regulation by offerina the individual channels a la carte. However, in order to receive a
single channel a la carte, Adelphia imposed a $6 equipment charge plus a per-channel charge.
Only two-tenths of one per cent of Adelphia's customers subscribed to individual channels
rather than the pacbae. Congress could not have intended to allow cable operators to evade
rate regulation through such an offering. That practical consideration confirms our conclusion
that a package of channels is a "cable programming service" whether or not the channels are
offered a la carte.

49. The conclusion that a package of a la carte channels is a CPST is further
supported by the legislative history, which focused on the fact that bundled offerings of cable
programming would be subject to rate regulation. The Senate Report stated that the definition
of "cable programming service" and the provision requiring the Commission to regulate the
rates for such service "demonstrate the Committee's belief that greater unbundling of offerings
leads to more subscriber choice and greater competition among program services. Through
unbundling, subscribers have greater assurance that they are choosing only those program
services they wish to see and are not paying for programs they do not desire.,," While the
Committee said it had "no desire to regulate programming," it nevertheless concluded that,

IS' To the extent commenters urae us to allow umeplated treatment of a la carte
packages, we reject that approach as inconsistent with our statutory interpretation.
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when bundling was involved, rate regulation of programming was necessary: "[B]ecause cable
operators bundle traDsmission, equipment and programming, it is impossible to contain a cable
operator's market power without oversight of the bundled rate. The Committee has tried to
make this oversight minimal by . . . not extending regulation to programs offered on a per
channel or per program (unbundled) basis."56

SO. Simil..ly, the HOUle Report indicated that "the only cable services potentially
not subject to the Commission's regulatory authority would be services traditionally offered
on a stand-alone, per-ebannel basis (prem.imn channels like HBO or Showtime) or other
programming that cable operators choose to otter on a per-programming service [sic], per
channel or pay-per-view basis."51, In light of that legislative history, we think it clear that
Congress intended all collective otTerings of channels to be subject to our regulatory authority,
as the statutory language provides.

51. Howev~, as we recognized in the Rate Order, there are sound policy reasons
to treat as reasonable any price otTered for a package of channels that traditionally have been
offered on a per-channel basis. Indeed, we cannot envision circumstances in which any price
of a collective offering such as the commonly otTered "HBO/Showtime" package would be
found to be unreasonable. For the future, our new rules authorizing "new product tiers"
should provide cable operators with sufficient flexibility to offer such packages at whatever
price they choose. Although cable operators may not remove channels from regulated tiers
and offer them on NPTs, they are free to create packages of a la carte channels under our new
rules governing NPTs. Moreover, as stated above, we previously "grandfathered" packages
available on April 1, 1993. The difficult question concerns the treatment of a la carte
packages created between April 1, 1993, and September 30, 1994. In some cases we think it
is clear that the package at issue was not a permissible package under a fair reading of our
test.58 In other cases, however, it is not clear how our test should be applied to the package at
issue. In those cases, we think it is fair, in light of the uncertainty created by our test, to
allow cable operators to treat existing packages as NPTs even though it would not qualify
under the rules we establish today, provided that such packages involve only a small number
of migrated channels.W We see little reason to require an operator to "reverse migrate" a
package that was not cl~ly ineligible for unregulated treatment under our a la carte policy.
We intend to address whether specific operator packages should be treated as NPTs in ruling
on individual cases in the near future. 59

52. In sum, our experience with a la carte packages leads us to conclude that we
should not have departed from a plain reading of the statutory text in the first place. The
Supreme Court's recent decision in Mel v. AT&T confums our conclusion that we should
adhere to statutory language.6O In that case the Court invalidated our "permissive detariffmg"
policy, pursuant to which we declined to require some telephone companies to file tariffs even

16· As noted above, competition between an NPTand a BST and/or CPST is the primary
reason that we conclude rateS for NPTs will not be unreasonable. See paras. 23-25, supra.
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thou,h Section 203(a) of the Communications Act stIItes that "[e]very common carrier ... shall
designate, file with the Commission, and print IDd keep open for public inspection" tariffs
showing its rates. Just as Congress directed us to require telephone compenies to tile tariffs,
Congress bas directed us to ensure that rates for packages of cable chaDnels are not .
unreasonable.

53. Moreover, our experience with a la carte peck... replicates the Supreme
Court's experience in a different ara. In 0 'Callahan v. Par/cell the Court departed from
"the plain language of Clause 14" of SectiOll I of Article I of the Constitution62 and held that
a court-martial could try a defendant only if his offeDle 'W8I "service connected." In Relford
v. Commandant, u.s. Discipli1tQT)l BarrtJCla, the Court estIbIiIhed a multi-factor test to
determine whether an offeDge was "service connected. lt63 Sixteen years later, the Court
concluded that the multi-tictor test "has proved confuIiDI- difficult for military courts to
apply. ,,64 The Court therefore overruled 0 'Callalttm, abendoned the multi-factor test, and
returned to a plain reading of Clause 14, expIainiDg that "[w]hen considered together with the
doubtful foundations of 0 'Callahan, the confusion wrought by the decision leads us to
conclude that we should read Clause 14 in accord with the plain meaning of its language. ,,65

Although we have had only a few months' experience with our multi-factor test - rather than
the 16 years -- we have taken a similar course with resPect to a la carte packages.

v. AdhntmeJltl to Cum Rata for AddItIop, De'" gd SabItitJtioD of ChaIlDeIs
on CPST,

A. Baclcaround

54. Pursuant to Section 623 of Communications Act' the Commission adopted a
comprehensive ftamework governing the rates for BSTs and CPSTs. Under this framework,
once initial rates are set pursuant either to the benchmarkl,. or cost-of-service61 approaches set
forth in our earlier orders, rates are governed by a price cap designed to assure that rates for
regulated cable services remain reasonable.6I Under the cap, operators may adjust rates
annually for inflation as measured by the gross national product price index ("GNP-PI")69 and
for certain categories of external costs.I"

17* See 47 C.F.R. 76.922(b). The benchmlrk approach is designed to produce rates for
regulated cable services that approximate the rates of cable systems subject to effective
competition as defined in the 1992 Cable Act. See geMra//y, See Report and Order and
Further Notice ofProposed Rulemald"g ("Rate Order"), MM Docket No. 92-266, 8 FCC Red
5631, 58 FR 29736 (1993) at paras. 14-15; See Second Reco". Order at paras. 67-105.

18- See 47 C.F.R. § 76.922(dX3). These external costs include the additional or new
retransmission consent fees incurred after October 6, 1994, other programming cost increases
(with certain limitations for program purchases trom affiliates), taxes, franchise fees, and the
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55. Our price ClIp rules were amended in March, 1994 to specify a "going forward"
mechanism UDder whicheapped I'8tes are adjusted for chaDIes in the number of cbaoDels
offered on BSTs and CPSTs. UDder theIe provisions, operators first remove all external costs
from the tier ,charge and then adjUlt the residual component of the tier charge by a specified
per channel adjustment amount when the total number of regulated channels changes.1,. The
methodology for adjustina capped rates when channels are added or deleted from a regulated
tier is set forth in detail in leCtion 76.922(e) of our rules aad in FCC Form 1210.70

56. In March, 1994, we a1Io permitted operaton to include a mark-up of 7.5% on
new pl'OIfIIDIDing .... related to pl'OIfIIDIDing added on or after May 15, 1994.20- In
setting the 7.5% m.t-up, we nOted that virtuIlly no one bid provided lIlY material evidence
on what, if anytbiDa, would be III appropriate nwt-up on new propmming costs. We chose
7.5% as a "CIUtiouIchoice" for 1ft initial permitted mark-up on new pI'OFUDD1ing expense
and stated that we \\WId monitor the impect of tJUs permitted mark-up to usure its fairness to
cable operators IDd IUblcriben.71 We also illUed a further notice of proposed rulemaJdng to
determine if any cbaqes in our soing forward methodolo8)' were WIII'I'IDted to permit the

costs of other franchise requirements including the costs of any public, educational, or
governmental access obligations that a franchising authority requires the cable operator to
provide and Commiuion repbltory fees. Id .. Sle also Fourth Order on Reconsideration
("Fourth Recon. Order"), MM Docket No. 92-266, FCC 94-40, 59FR 18064 (1994) at paras.
11-14; 47 C.F.R. § 76.924(i).

Under our rules, an operator seekin& to adjust capped rates to reflect changes in its
external costs.and inflation determines the actua1level of its external costs. External costs are
then removed from the total cbIqe for the affected. service tier, leavina a "residual." The
"residual" is adjusted for inflation on an annual buis, but no earlier thin September 30th of
each year (when the fiDal GNP-PI fiaure tbrouah June 30 of that year is released) and no later
than August 31st of the followina year. Sle Slcond Recon. Order at para. 174. Rates may
be adjusted quarterly fOI net cbuaes in external costs. See First Order on Reconsideration.
Second Report and Order, and Third Notice ofProposed Rulemalcing, MM Docket No. 92
266, FCC 93-428, 9 FCC Red 1164 (1993) at para. 122.

19* See Fourth Report at paras. 247-48. The per channel adjustment amounts for systems
with various numbers of chanel. appear as a table in our rules. See 47 C.F.R. § 76.922(e).
The per channel adjustment declines from S2 cents for systems with seven or fewer regulated
channels to ten cents with systems with 17 regulated channels to one cent for systems with
more than 46 regulated channels. Id The Technical Appendix to the Fourth Report
describes how the per channel adjustment facton were calculated.

20* See Fourth Report at para. 246; 47 C.F.R. § 76.922(d)(3)(xi). Form 1210 allows the
7.5% mark-up on all programming cost increases occurring after March 31, 1994, no matter
when the channel was tint offered. .
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continued growth of programming services.72

B. Comments

57. Parties filing petitions for reconsideration and many commenters filing in
respOnse to the Fifth Notice ask the Commission to revise the existing going forward rules
substantially.73 Many criticize the existing per channel adjustment. Some argue that the
current methodology for calculating per channel adjustments is flawed because it is based on
the rates charged by systems of various sizes, rather than the costs or rate effects of adding a
channel.74 Operators also argue that the existing mechanism fails to provide sufficient
incentives to add channels." Others allege that the per channel adjustments are not sufficient
to cover the costs of rebuilding systems.76 Some programmers and networks also contend that
the declining per channel adjustment methodology is inadequate.77 USA Network proposes &

per channel adjustment of no less than five cents per channel for each new channel added to a
system, which, it says represents the cost to a 26-channel system of activating one channel.71

58. The Consumer Federation of America ("CFA") argues that our existing going
forward rules provide operators with sufficient incentives to add new channels. CFA states
that cable operators threaten to close off new and existing outlets for programming under
existing rules in an attempt to use programmers as a means of putting pressure on the
Commission to increase the rates cable operators may charge for channel additions.79

59. Most petitioners and commenters contend that the current 7.5% mark-up on
new programming is an inadequate incentive for operators to add new programming services
to regulated tiers.so Cable operators, programmers, and networks state that the percentage
based approach to the programming mark-up results in disincentives for operators to add low
or no-cost services to BSTs and CPSTs (noting that 7.5% of zero is zero)"· The commenters
state that the percentage-based approach is particularly problematic for new services because
they generally are offered, at least initially, as low-cost or no-cost services. Similarly, long
term carriage of services having business plans that make them low- or no-9Ost is less
attractive.B2 Some suggest that the percentage mark-up approach gives operators an incentive
to replace low cost services with higher cost services and, accordingly, also encourages
programmers to raise their licensing fees. 13 Public Interest Petitioners and others allege that
because programming targeted to specific groups, such as minorities, is generally low- or no
cost programming, these groups are disproportionately harmed by the percentage mark-up
methodology.B4 Others more generally state that the 7.5% mark-Up fails to provide sufficient
incentives.IS They suggest that the 7.5% mark-up does not account for the costs of launching
a new channel, including the foregone opportunity to devote the new channel to unregulated
services.B6 Some argue that the current mark-up deters investment and stifles innovation in
the industry.B7 Others suggest that the existing rules may cause operators to add no, or at
most only a few new channels.II Some programmers, however, favor retention of the 7.5%
markup.19
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60. Most of the alternatives on going forward issues proposed by the industry
involve a flat per channel charge. The National Cable Television Association ("NCTA") and
Telecommunications, Inc. ("TCI") submitted economic studies to support a flat per channel
adjustment of at least 25 to 30 cents.90 Others propose a flat fee for new services and a
percentage mark-up on increased costs for existin& services,91 or a flat fee adjusted for
inflation.92 Continental Cablevision, Inc. ("CoDtiDental") proposed setting the mark-up on new
channels at a rate equal to the average mark-up that an operator was allowed per channel on
existing regulated services.93

61. Some, includiDg NCTA, propose a flat-fee mark-up subject to an annual cap.
Cablevision Industries, Inc. ("CVI") supports a flat fee mark-up of 35 to 40 cents per channel,
plus licensing fees with a $1.50 annual cap on the aggrepte rate increaaes attributable to the
per channel matk-up and license fees.94 CVI adds that the cable operator, rather than the
programmer, should be allowed to retain the vat majority of the rate increase associated with
the addition of a new channel.95 CVI argues that an annual cap encourages operators to
choose new services wisely while minimizing the risk of adding services merely to justify
higher rates.96 CVI also would allow operators to accrue such increases for two years to
accommodate upgrades and rebuilds.97 The Cable Telecommunications Association ("CATA")
agrees with the flat fee with an anaual cap approICh and sugests a IIW'k-up of between 25
and 50 cents with a cap of an UDIpClCified amount.91 Others propose an annual cap applicable
only to the mark-up and not the underlying liCCDIC fee.99 Others disapee with the adoption of
an annual cap,loo arguing that an annual cap discriminatesapinst high cost services and thus,
at a minimum, a cap should not be applicable to services such as regional news and Sports.10l

The Commission also received comments sugesting that it should adopt separate going
forward rules specifically applicable to small systemS.102

62. In addition to the comments in this proceeding, in response to, and during the
period contemplated by, the Fifth Notice, the Commission has received a number of other
infolmal comments from representatives of operators, programmers, local franchising
authorities and public interest groups discussing proposed revisions to the going forward rules.
NATOA also argued against permitting prOgrEming additions to BSTs on the ground that to
do so would force BST-only subscribers -- "who include many low-income and elderly
subscribers and captive subscribers who could not otherwise receive over-the-air broadcast
stations" -- to pay for programming they did not want.103 NATOA urged the Commission to
limit the ability of operators to take advantage of new permitted rate increases to add home
shopping revenues, advertising revenues and other compensation from certain programming
serviceS. 104 NATOA also expressed concern over license fee increases in years subsequent to
those covered by any license fee cap, suggesting either limiting license fee increases to
inflationary adjustments, requiring that new services be moved to a new tier or offered only a
la carte at the end of the capped period or eliminating the rate increase made on the channel's
addition. lOS Finally, NATOA urged the Commission not to pennit cbaDnel additions to the
BST so as to minimize the regulatory burden on local franchising authorities.106
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63. The City of St. Louis, Missouri, argues that revisions to the current going

forward rules will cause rate shock to consumers. They questioned whether operators need
additional incentives above benchmark rates to add new channels and expressed concern over
a perceived lack of protection against more shopping and advertising channels and double
recoveries by operators through revenues from programmers.107 The Consumer Federation of
~ca also expressed concern that a flat mark-up would encourage the addition of home
shopping and low cost programming. lOS The St. Louis letter supports NATOA's arguments
against encouraging channel additions to BSTs. The letter urges the extension of price caps
in respect of programming costs for as long as a channel is on a BST/CPST or, in the
alternativ~ that the new rules require the channel's removal on termination of the price cap
restraints. Finally, the St. Louis Letter states the Commission should seek to ensure that the
financial gain from additional channels goes to programmers rather than operators. 109

C. Discussion

64. As noted, the Commission previously adopted a mechanism by which cable
operators may adjust rates when adding channels to BSTs and CPSTs. lIO The Commission is
supplementing its existing going forward rules by creating an alternative channel adjustment
methodology. Cable operators adding channels to CPSTs under the new, supplemental rules
may receive (1) a flat per channel mark-up, subject to a cap through December 31, 1997, and
(2) recovery of programming costs, subject to a cap through December 31, 1996, and pursuant
to our existing rules on permitted programming costs through December 31, 1997, modified to
remove the 7.5% mark-up. In so doing, the Commission seeks to permit operators to provide
new services on CPSTs, while assuring that rates for CPSTs are not unreasonable. III Our new
rules will benefit consumers by assuring that operators will have incentives to add new
services, but without the unreasonable rate increases that some operators implemented prior to
regulation. Our revised going forward rules will form an integral part of our comprehensive
regulatory framework governing cable service rates.

65. Operators may adjust rates for CPSTs pursuant to our new going forward rules
beginning January 1, 1995, the effective date of the new rules, for channel changes, if any,
made to these tiers on or after May 15, 1994, the effective date of our existing going forward
rules. Operators adding channels to CPSTs on and after May 15, 1994, may use either the
new rules or the.existing rules for adjusting rates. Thus, under the regulatory requirements
we establish today, the permitted charge for a CPST will consist of two elements. The first
element is the permitted rate for channels offered on CPSTs on May 14, 1994, determined
under current rules. The second element is the permitted rates for channels added to, or
dropped from, CPSTs on or after May IS, 1994, determined under our new rules, or, if the
operator so elects with respect to channel additions, our current rules as modified to remove
the 7.5% mark-up on increases in programming costs under certain circumstances described
below. ll2 Operators must elect to apply either our new rules or our current rules the first time
they adjust rates after December 31, 1994, to reflect a channel addition to a CPST that
occurred on or after May 15, 1994, and must use the elected methodology for all rate
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, adjustments through December 31, 1997.21* Rates for the BST will continue to be governed
exclusively by our current rules, except that where a system offered only one tier on May 14,
1994, the cable operator will be allowed to use. the revised roles for channel additions to the
BST, as if the tier was a CPST.

1. "Ooin& Forward" Price CAP Structure

66. Operators electing to use the new rules may adjust their rates between. January
1, 1995 and December 31, 1997, by up to 20 cents, exclusive of license fees, for each new
channel added to CPSTs on or after May 15, 1994, subject to the Operator's Cap and the
reserve for license fees, described below. Operators are not required to raise rates, but rather
are permitted to do so. Operators may add channels under the new roles at any time from
May 15, 1994 to December 31, 1997. They may not, however, raise their prices as a result of
channel additions by more than $1.20 per subscriber per month between January 1, 1995, and
December 31, 1996, and by more than $1.40 between January 1, 1995, and December 31,
1997 ("Operator's Cap").

67. Operators may use any portion of the Operator's Cap to pay for license fees
between January 1, 1995 and December 31, 1996 for channels added between May 15, 1994
and December 31, 1996. Moreover, operators may recover an additional amount of not more
than 30 cents per subscriber per month for license fees (the "License Fee Reserve") between
January 1, 1995 and December 31, 1996 for channels added between May 15, 1994 and
December 31, 1996.22

• After December 31, 1996, license fees may be passed through to
subscribers pursuant to our existing rules, except that, as described below, operators will not
be allowed the current 7.5% mark-up on programming costs for channels added on or after
May 15, 1994.113

68. The new going-forward rules for channel additions should benefit consumers by
increasing their viewing options on existing CPSTs, while avoiding unreasonable price

21· While we are requiring that operators use either the existing or the new going forward
rules consistently for channel additions to CPSTs after December 31, 1994, an operator that
chooses to use the new rules after that date may, but is not required to, adjust rates to reflect
the new rules for channel additions made between May 15, 1994 and December 31, 1994.
We are allowing operators to choose to continue using the current roles because the current
rules provide greater channel addition incentives than the new rules in certain limited
circumstances and some operators may have relied on the current roles in deciding to add
channels.

22· The Operator's Cap and License Fee Reserve only apply to costs associated with new
channels on CPSTs and do not affect the ability of operators to obtain rate adjustments for
inflation or changes in external costs othe~ than increases in programming costs of channels
added under the new going forward rules. ·See 47 CF.R §§ 76.922(d)(2), (3).
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increases for those tiers. Our revised rules are designed to continue to give "primary weight
to the rates of systems subject to effective competition" in determining whether CPST rates
are unreasonable. 114 As we explain in the Technical Appendix (attached as Appendix C to
this Report and Order) the particular channel adjustment factors that we incorporate into our
rules are based on a comprehensive analysis of the changes in channel offerings and rates
operators made during the years prior to regulation, adjusted to account for the lack of
effective competition. Just as cable systems that are subject to effecti\'e competition continue
to add channels to CPSTs, our new rule is designed to allow some additions to these tiers by
systems subject to regulation. We will permit such channel additions to be reflected in
reasonable price increases commensurate with the added value subscribers are receiving.

69. A Commission review of a sample of 500 systems reported in the Television
and Cable. Factbook indicates that, in the five years prior to the passage of the 1992 Cable
Act, 18.2% to 31.5% of cable systems in anyone year increased rates by more than $0.50 per
channel added, 3.3% to 10.8% raised rates by $1.50 or more per channel added and some
raised rates by as much as $8.00 per channel added. The average per channel price for
channels currently offered on BSTs and CPSTs is 43 cents and for channels currently offered
on CPSTs is 65 cents.23

- The $1.50 cap on retail price (Le., the $1.20 Operator's Cap over
two years plus the 30 cent License Fee Reserve) increases resulting from channel additions to
CPSTs will allow subscribers to CPSTs to receive as many as six additional channels at an
average cost of 25 cents per channel, including license fees, during the first two years.24

- Our
observation that six channels could be added at 25 cents per channel is not intended to limit
the number of channels an operator may add to its CPSTs under our revised rules during the
first two years. All that our rules require is that rate increases be limited. An operator is free
to add as many channels as it wishes so long as it limits its rate increases.

70. The Commission recognizes that allowing operators to use the new rules when
they add channels to CPSTs, but not when they add channels to BSTs, may create greater
incentives to add channels to CPSTs than to BSTs. We believe this departure from tier
neutrality is justified for at least three reasons. First, we agree with NATOA that preserving

23- The figure for BSTs and CPSTs is an average for a random sample of 500 cable
systems taken from the Television and Cable Factbook for the year 1991, the last year
included in the sample. The figure for CPSTs is based on the 51 systems in the random
sample of 500 systems offering CPSTs in each year from 1986 to 1991. Adjusting the 1991
prices for inflation would yield a 48 cents average price per channel for BSTs and CPSTs and
69 cents average for CPSTs in 1994 dollars. See Television and Cable Factbook, Volumes
54-59 (Warren Publishing 1986-1991).

W As explained in the Technical Appendix, the $1.50 cap is the result of a 20 cent per
channel mark-up and an average 5 cent per channel license fee, multiplied by 6 channels. An
additional rate increase up to 20 cents plus license fee may be taken in the third year, if an
additional channel is added (a seventh channel),
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